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In re: PATRI CK GORDON MANNOR, Case No. 94-30492
Chapter 13
Debt or .
/
APPEARANCES.:
JAMES L. ROWE CARL L. BEKOFSKE
Attorney for Debtor Chapter 13 Trustee

LESLI E KUJAWSKI CARR
Attorney for Great Lakes Exteriors, Inc.

OPI NI ON REGARDI NG CONFI RVATI ON OF CHAPTER 13 PLAN

| NTRODUCT! ON

On April 20, 1994, Great Lakes Exteriors, Inc., obtained
a default judgnment in Gakland County circuit court against Patrick
Mannor. The judgrment is for $41,383.30, an amount which conprises
damages of $41,020.46 and $362.84 in interest, costs and attorney
f ees. Mannor filed for chapter 13 relief eight days |ater. Hi s
Schedule F indicates that Great Lakes Exteriors holds an
unl i qui dated disputed claimin the anount of $41,020.46. Directly
bel ow the anount of the claim the Debtor states in parentheses
"none-0-admtted."

On August 15, 1994, Geat Lakes filed an objection to
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confirmation of the Debtor's plan. Anong other things, it clainmed
that the plan should not be confirmed because the debt owed to it
renders the Debtor ineligible for chapter 13 relief pursuant to
8109(e) of the Bankruptcy Code. The Debtor argued in response that
the Great Lakes debt should not be counted for purposes of
determning eligibility under that statute. For the reasons which
foll ow, Great Lakes' objection will be sustained.

DI SCUSSI ON

Section 109(e) states that "[o]nly an individual with .
| i qui dat ed, unsecured debts of |ess than $100,000 . . . may be a
debt or under chapter 13."'! The Debtor conceded that the G eat Lakes
debt would put himover this limt, but raised two argunents as to
why that debt should not be included in making the eligibility
determ nati on.
First, the Debtor clainmed that all or sonme part of the debt
is owed not by him but by a corporation of which he was a
principal. That is an issue which should have been raised in the
state-court action. The Debtor failed to do so then, and he is

precluded by the doctrine of res judicata fromdoing so now. See,

e.g., In re Bulic, 997 F.2d 299 (7th Cir. 1993); Johnson v. Laing

(Ln_re Laing), 945 F.2d 354 (10th Cir. 1991); Kelleran v.

lFor cases filed after October 22, 1994, the limt on unsecured
debt is $250,000. See P.L. 104-394, 108 Stat. 4106, 88108 and 702.
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Andrijevic, 825 F.2d 692 (2d Cir. 1987), cert. denied 484 U. S. 1007

(1988); lIn re Gordon, 127 B.R 574, 577-78, 21 B.C. D. 1206, 25

C.B.C.2d 5 (Bankr. E.D. Pa. 1991); In re Brown, 56 B.R 954, 959

(Bankr. E.D. Mch. 1986) ("Res judicata bars relitigation of the

judgnment of the state court as to the ampunt of the debt . . . .");

In re Blooner, 32 B.R 25 (Bankr. WD. Mch. 1983); cf. In re

Kilpatrick, 160 B.R 560, 562 (Bankr. E.D. Mch. 1993) (collecting

authorities for the proposition that "[t]he preclusive effect of a

state court ruling in federal court is determ ned by reference to

the |l aw of that state."); ILn re Mon, 116 B.R 75 (Bankr. E.D. M ch.

1990); Schwartz v. Flint, 187 Mch. App. 191, 194, 466 N. W 2d 357,

app. denied, 439 Mch. 867 (1991); cert. denied, 118 L.Ed.2d 209

(1992) ("Res judicata applies to default judgnments and consent
judgnments as well as to judgnents derived fromcontested trials.").

The Debtor's major argunent is based on his contention that
he was wunaware of the state-court judgnment when he filed his
bankruptcy petition, and that at that tinme he believed in good faith

that he personally owed nothing to Great Lakes. This belief is

significant, the Debtor argued, because the case of Conprehensive

Accounting Corp. v. Pearson (ln re Pearson), 773 F.2d 751 (6th Cir.

1985) requires the bankruptcy court to accept, for purposes of
8109(e), what the debtor concedes in her schedules is owed so |ong

as the schedul es are conpleted in good faith.



I n Pearson, the debtors filed for bankruptcy after an
arbitration award in the amount of $127,450.12 had been rendered
agai nst themand their corporation, jointly and severally. 773 F.2d
at 752. Their "Chapter 13 statenent listed the [creditor] as having
both a secured and an unsecured debt, but stated that the amount of
each was unknown and in dispute.” Id. The arbitration award was
based on breach of contract, the performance of which was secured by
the accounting practice of the debtors' corporation. 1d. at 751.
The award "provided that the collateral--the accounts receivable,
wor k papers, etc.--was to be transferred to [the creditor] upon
failure of the Pearsons or Pearson, Inc. to satisfy the judgnment
within thirty days.”" [d. at 752. The creditor alleged that the
debt owed to it rendered the Pearsons ineligible for chapter 13
relief based on the $100,000 limt in 8109(e). 1d. at 751. The
court rejected this argunent. |d. at 758.

In reaching its decision, the Sixth Circuit referredto the
node of analysis used for purposes of determ ning whether the
m ni mum anount -i n-controversy requirement with respect to federa
diversity jurisdiction is met. Id. at 757. Citing St. Paul

| ndemmity Co. v. Red Cab Co., 303 U.S. 283 (1938), the Sixth Circuit

noted "that the amount claimed in good faith by the plaintiff
controls unless it appears to a legal certainty that the claimis

for less than the jurisdictional anount or the anount claimed is



nerely colorable.” 773 F.2d at 757. Pear son concl uded that "the
same basic approach” as outlined in St. Paul should be used to
decide eligibility under 8109(e). |Id.

Under Pearson, then, a debtor's good-faith assertion as to
how nmuch she owes is "normally" accepted at face value. See id.
("Chapter 13 eligibility should normally be determned by the
debtor's schedul es checking only to see if the schedul es were nmade
in good faith.") (enphasis added)). But the qualifier "normally"
inplies that there are exceptions to this rule. And Pearson itself
suggests one such exception: if "it appears to a legal certainty
that" the anount owed is other than what the debtor says is owed,

then the debtor's good faith is irrelevant. Id.; cf. Gafford v.

CGeneral Electric Co., 997 F.2d 150, 157 (6th Cir. 1993) (In federal

diversity jurisdiction cases, the "[p]laintiff's assertion of the
anmount in controversy is presuned to have been made in bad faith if
it appears, to a legal certainty, that the original claimwas really
for |l ess than the anpunt-in-controversy requirenent.").

In this case, it is clear--legally certain--that when the
Debtor filed for chapter 13 relief, he owed %$41,383.30 to Great
Lakes. It therefore makes no difference whether he was aware of the
judgnment at that point in tinme, or whether he believed in good faith
t hat he owed not hi ng.

Pearson is frequently msinterpreted as requiring in all



cases that the court not engage in an inquiry as to whether the
unsecured debts exceed the Iimt but instead inquire into whether
the debtors believed in good faith that they were eligible for
chapter 13 relief. As noted, | believe that is not a universa
directive.

The Sixth Circuit's overriding policy concern was to
pronmot e Congress' objective of establishing an efficient chapter 13

pl an confirmation process. See Pearson, 773 F.2d at 757. The Court

noted that this objective would be undermined if courts were to
"allow an extensive inquiry in each case" regarding the debtor's
eligibility for chapter 13 relief. It was with this consideration
in mnd that the court established the rule that, where there is a
di spute regarding how nuch is owed for purposes of 8109(e), the
debtor's version of the truth should generally be accepted by the
court.

Thi s approach was defensible in Pearson because, although
"t he ampbunt owed by the Pearsons . . . was probably established as
$127,000 by the arbitration proceedings, [the award] by no neans
i ndicate[d] that the debt was unsecured to that extent and that the
Pearsons would be ultimately held liable for that amount.” |1d. at
758. Short of a full-blown hearing to resolve those issues, the
court's only alternative was to accept at face value either the

creditor's or the debtor's assertion as to the anmpunt of unsecured



debt .

In this case, | am not presented with the stark
alternatives confronted by the Pearson court. The dispute between
t he Debtor and Great Lakes was resolved by a conpetent third party--
t he Oakl and County Circuit Court--and in contrast to Pearson, there
are no | oose ends regarding "ultimate" liability? or whether the debt
i's unsecured. | therefore need only refer to the state-court
j udgnment, thereby avoiding not only a | engthy hearing on the nerits
of the parties' dispute over the anmount owed, but also on inquiry
into the Debtor's good faith--an inquiry which could prove to be

just as lengthy as a hearing on the nerits.?

2l n expressing concern over whether the Pearsons "would be
ultimately held Iiable for" $127,000, 773 F.2d at 758, it is unclear
whet her the Sixth Circuit was referring to the possibility that the
amount owed woul d be reduced by: (1) amounts recovered from the
creditor's collateral; (2) amunts recovered from the Pearsons'
corporation; and/or (3) the court in "confirnfing] the arbitration
award."” |d. at 752. Since none of these possibilities is pertinent
to this case, however, no purpose would be served in exam ni ng that
issue in greater detail

3Good faith, of course, is a question of fact. Society Nat'

Bank v. Barrett (In re Barrett), 964 F.2d 588, 591 (6th Cir. 1992).
Since the parties disagree on a question of fact, and since the
issue arises in the context of a contested matter, F.R Bankr.P.
3015, 9014; see 5 Norton Bankruptcy Law and Practice 2d, suppl enent
to Vol. 5, pp.81-82 (Nov., 1994), the parties would be entitled to
di scovery. See F.R Bankr.P. 9014 (providing that in contested
matters the Rules for discovery--7026, 7028-7037--"shall apply"
unl ess the court orders otherw se.) Under the Federal Rules of
Civil Procedure, unless the court shortens the tinme prescribed
therein, discovery can take nmonths. Thus in sone cases Pearson's
cure can be worse than the disease.




Even Pearson itself does not apply the test that sone cl aim
it lays down. \While Pearson does say that "it is wholly sufficient
for the bankruptcy judge to have exam ned the petition and fromt hat
to have concluded that a good faith claimof eligibility was nade, "
id., that statenment nmust be placed in context. Fol | owi ng t hat
statenent, the opinion enphasizes that the arbitrator's award
acknow edged that the creditor held security and that the creditor
itself filed a secured proof of claim |d. These facts were not
di scernible from the schedul es. It took at |east a perfunctory
hearing, at which these facts canme out, for the trial court to find
that the extent of the creditor's claimwhich was unsecured was in
real doubt. Here, on the other hand, that same sort of perfunctory
hearing led to the discovery that the dispute, if any, had been
resol ved by the state court, leaving nothing further for this Court
to do.

For these reasons, | conclude that the Debtor is not
eligible for relief under chapter 13 and will enter an order denying

confirmation of the plan.

And one cannot sinply deprive the creditor of discovery or a
meani ngful day in court on this issue. A creditor's six-figure (or
even |arger) claim could be entirely wiped out if the debtor is
found eligible for chapter 13, whereas, the creditor would have
significant rights if the debtor were either denied bankruptcy
relief, or forced to file chapter 11 (wherein the creditor could
file its own plan or vote on the debtor's plan) or chapter 7, where
the creditor m ght have a viable objection to, or exception from
di schar ge.



Dat ed: Decenber 13, 1994.

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge



